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An exposure draft of a Pro­
posed Statement on Responsi­
bilities for Litigation Services 
No. 1  has been issued by the 
Statement on Responsibilities 
Task Force of the Litigation 
and Dispute Resolution Sub­
committee. The proposed SOR 
would define the scope of liti­
gation services and provide a 
comparative analysis of stan­
dards and responsibilities. T h e  
ta s k  force drafted the pro­
posed SOR to provide addi­
tional guidance to practition­
ers on existing professional 
standards affecting litigation 
services engagem ents. The 
proposed SOR addresses the 
AICPA Code of Professional 
Conduct, the AICPA Statement 
on Standards for Consulting 
Services, and the federal Rules 
of Evidence and includes  
appendices covering the appli­
cation of professional stan­
dards and conflicts of interest.
Comments on the exposure 
d ra ft are due January 3 1 ,  
2002. To obtain a copy, visit:
www.aicpo.org/members/div/pfp/litsvcs.htm.
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ASSESSING UNSYSTEMATIC RISK: 
PART IV— INDUSTRY ANALYSIS
W a r r e n  D . M i l l e r ,  M B A , C P A /A B V , C M A
Previous articles in this series provided an 
overview of unsystematic risk and a 
detailed discussion of macroenvironmen­
tal analysis. This installment continues 
the discussion of the next level of risk: the 
industry.
The preceding article in this series 
dealt with certain aspects of market 
structure as it relates to industry 
analysis. This piece completes the 
subject that, in our reports and mem­
oranda, we call Industry Dynamics. 
That term better conveys the truth 
that, in free markets, industries and 
organizations are in a constant and 
dynamic state of change.
To summarize where we’ve been: 
Risk assessment is key in valuing any 
company. The smaller the company, 
the more important risk assessment 
is. Despite the seeming simplicity of 
small-company appraisals, most are 
complex assignments because risk is 
usually oozing from most pores of the 
company’s internal and external envi­
ronments.
The unsystematic risk framework 
posited in this series comes from 
three levels: m acroenvironm ent, 
industry, and company. All too often, 
the greatest source of risk to a com­
pany is itself.
Because there are few data related 
to unsystematic risk, most CPAs are 
uneasy in assessing and quantifying it. 
This series aims to give them a frame­
work for such risk assessment and the
tools with which to use the frame­
work.
At the risk of repeating myself, let 
me add that an important benefit of 
doing this type of analysis is the 
dep th  by which it enhances the 
appraiser’s understanding of how the 
business works. We continue to be 
amazed at the reports we read that 
reflect beyond any doubt the 
appraiser’s failure to understand the 
business: How it competes (vs. how it 
should compete), what its value dri­
vers are, how it creates wealth, the 
sustainability of its wealth-creating 
mechanism, and so on.
These are not “no-brainer” issues 
that can be run through a spread­
sheet. They’re complex, and they 
require analysis. Invariably, most of 
the analysis is qualitative.
Not surprisingly, industry analysis 
is also qualitative.1 There are hard 
data-market share, demand cycles, 
and the like. But so much of the data 
depend on how the industry is 
defined. For most of us valuing 
smaller companies, the industry is 
defined in terms of strategic groups, 
in a local or regional context. Quite 
often, the structures of those indus­
tries are very different from their 
national counterparts. That is why 
industry data gathered nationwide by 
Ibbotson and by the Bureau of the 
Census can (or should) seldom be 
used in valuations. The usual case is
1 For the purposes of this article, the terms industry and strategic group are used interchangeably. That is because 
the techniques of industry analysis apply perfectly to the analysis of a strategic group.
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that local and regional competitive 
arenas are more concentrated than 
national ones. That leads to differ­
ences in competitive behavior—and 
profitability.
An individual company can—with 
foresight, understanding of itself and 
its competitors, and a little luck— 
slowly shape industry (or strategic 
group) forces in its favor. It takes 
time and perseverance. But it can be 
done.2 The effect is to have others 
playing by the rule-maker’s rules. 
Imitators will never do it as well as 
the rule-maker. They’ll always be 
playing catch-up. That is why innova­
tion, not imitation, is the only viable 
long-term strategy.
INDUSTRIAL ORGANIZATION
The tools of industry analysis come 
from a field of economics called 
industrial organization, or IO. Unlike 
traditional microeconomics with its 
assumptions about profit maximiza­
tion, rationality, perfect information, 
and so on, IO is real-world econom­
ics. Its fundamental premise is that, 
within an industry, there is a rela­
tionship between market structure, 
competitive conduct, and perfor­
mance. This structure-conduct-per­
formance model, as it’s called, is 
extraordinarily useful for appraisers 
because it helps us make inferences 
about the fu ture .3 And, as we all
know, valuation is all about the 
future.
Three aspects of IO set it apart 
from traditional microeconomics. 
The first is the unit of analysis—the 
industry (vs. the individual firm). 
The second is its reliance on empiri­
cal data, ra th e r than on theory 
whose credibility is undermined by 
assumptions (profit maximization, 
complete rationality, perfect knowl­
edge, and so on) that don’t reflect 
everyday reality. The th ird  is its 
explicit recognition that conduct 
affects outcom es; in trad itional 
microeconomics, perform ance is 
preordained, determined by mar­
ginal cost analysis. In short, IO rec­
ognizes what other branches of eco­
nomics deny: Behavior (read strategy) 
matters.
Industrial organization matters to 
valuation professionals because the 
original field of study of Michael 
Porter, originator of the famed “Five 
Forces Framework,” is IO. The semi­
nal contribution to how we think 
about industry analysis is his Competi­
tive Strategy: How to Analyze Industries 
and Competitors.4 For a quick synopsis 
of his five-forces framework, see 
“How Competitive Forces Shape 
Strategy.”5 The Porter Framework, as 
it’s come to be known, consists of (1) 
the threat of new entrants, (2) the 
bargaining power of suppliers, (3)
the bargaining power of customers, 
(4) rivalry between industry incum­
bents, and (5) the threat of substi­
tute products or services. Let’s exam­
ine each of these.
FORCE #1: THREAT OF NEW ENTRANTS
In a free society, industries come and 
(som etimes) go. W hatever hap ­
pened to slide rules, hula hoops, CB 
radio, and buggy whips?
Com panies come and go too. 
Forty-five of the 50 largest companies 
in America in 1909 either are no 
longer with us or are no longer in 
the top 50.6 This is the essence of cap­
italism. Economist Joseph Schum­
peter called it creative destruction. So 
any group of incumbents in an indus­
try or strategic group must always 
contend with the prospect of new 
entrants. Revenue Ruling 59-60 is 
likewise explicit on this point:
Prospective competition which has not 
been a factor in prior years should be 
given careful attention. (Sec. 4.02(b))
To enter an industry, one must 
usually clear one or more barriers to 
entry. The more num erous and 
more difficult these are, the “higher” 
they are said to be. As we would 
expect, industries with higher entry 
barriers have fewer competitors. 
Those with lower ones have many. It 
stands to reason that, the higher the
2 More on this in a later article in this series on unsystematic risk assessment at the company level.
3 Industrial Market Structure and Economic Performance by Scherer and Ross, which is out of print. Recommended in-print tomes on IO include Modern Industrial Organization 
by Dennis W. Carlton & Jerry M. Perloff, Applied Industrial Economics by Louis Philips (Ed.), London: Cambridge University Press, 1998; Market Microstructure: Intermediaries 
and the Theory of the Firm by Daniel F. Spulber, New York: Cambridge University Press, 1999.
4 This 1980 classic came out in a (slightly) revised edition in 1998 with a new introduction from Porter. The examples, while dated, are relevant and illustrative.
5 Harvard Business Review, May-June 1979, pp. 137-143. Here’s the link for a fee based download: http://www.hbsp.harvard.edu/hbsp/prod_detail.asp?79208.
6 The five: International Paper, GE, Du Pont, Sears, Kodak. See Strategy and Structure: Chapters in the History of the American Industrial Enterprise, Cambridge, Mass.: MIT Press, 
1962, p. 5.
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barriers, the more profitable should 
be the industry. Not an individual 
company per se, but the industry. 
That is usually, but not always, the 
case.
In public accounting, for 
instance, barriers to entry include a 
four-year degree with at least 120 
semester hours of credit (soon to be 
150 hours in many states), good 
character, and passing the uniform 
CPA exam. In some states, two years 
of indentured servitude in auditing 
is required; in other states, industry 
experience can be substituted. And 
in a few states, the experience 
requirem ent can be waived if 30 
semester hours of accounting and 
business law are on one’s college 
transcript.
It should be intuitive that, as entry 
barriers are raised, fewer are likely to 
enter. Yet, for all the professionally 
defensible reasons surrounding the 
adoption of the 150-hour rule to 
become a CPA, it should surprise no 
one that the number of accounting 
majors has fallen. This is Economics 
101: What’s the opportunity cost of 
staying in school for an extra year vs. 
hitting the job market with a four- 
year 120-hour degree? Even a 22- 
year-old can figure it out. More 
important, so can the check-writers 
keeping the 22-year-old afloat.
What constitutes a particular bar­
rier to entry varies with one’s eco­
nom ic perspective. O utside the 
“Chicago School,” for instance, 
which concedes the existence of few 
barriers, the following barriers are 
widely recognized:
Capital requirements—Some indus­
tries require huge amounts of capital 
to enter. These are often capital- 
intensive lines of business such as 
exploring for oil and gas. But con­
sumer products such as breakfast 
cereal, where an oligopoly governs, 
also require lots of money for entry. 
Unlike capital-intensive industries, 
however, much of the money a new 
breakfast-cereal entrant would have 
to spend would be for advertising. 
Unlike a new widget-manufacturing
machine, advertising is a sunk cost 
with no residual value. Risk is higher, 
and the cost of capital is too. So it 
goes in most arenas where advertis­
ing plays a dominant role.
Differentiation—The essence of dif­
ferentiation is perceived uniqueness. 
The beauty of differentiation is that 
uniqueness can come from almost 
any source. The double-barreled 
challenge of differentiation is that 
uniqueness should add value the cus­
tomer is willing to pay for—but the 
gap between the d ifferen tia tor’s 
product or service and that of the 
market leader should not be so great 
as to lose customers.
Successful differentiators abound: 
Dell, Chubb Insurance, Lexus, Ralph 
Lauren, Cole-Haan, Four Seasons 
Hotels, Estee Lauder, Steinway, 
Hewlett-Packard handheld calcula­
tors, American Express Platinum, 
and Tiffany’s. They differ in differ­
ent ways, but quality, durability, and 
service tend to head the list. In this 
era of short product life cycles, prod­
uct features seldom offer the advan­
tage they held in years past.
Economies of scale—Scale economies 
refer to decreasing costs per unit of 
output within a time period. These 
economies can arise from mass pro­
duction, from purchasing, and from 
advertising, to nam e ju s t a few 
sources. As with product features, 
scale economies tend to offer false 
feelings of security in fast-changing 
markets.
Switching costs—These are costs 
that a customer incurs in shifting loy­
alty from one supplier to another. 
These days, switching costs are often 
tied to investments in new learning, 
as, for instance, the costs a company 
would incur in shifting from the 
Corel Office Suite to M icrosoft 
Office. Or changing from MAC OS 
to Windows. Less obvious switching 
costs are frequent-flyer programs for 
a road warrior who moves and must 
change his or her primary airline.
Access to distribution channels—This 
access shows up in such arenas as 
ready-to-eat breakfast cereals, films
made for entertainm ent, airports 
that are hubs for certain airlines, and 
travel agents’ software (Sabre vs. 
PARS). With the advent of the Inter­
net, distribution channels don’t hold 
the power they once did.
Cost disadvantages independent of 
scale—These disadvantages arise 
from an incumbent having a propri­
etary product or process, and advan­
tageous location, or exclusive access 
to vital supplies of raw materials. 
Some years ago, we valued a tobacco 
store in a city where one player had 
more than 85 percent of the cigar 
market. Because cigars were in short 
supply, her long tenure in the indus­
try gave her clout with suppliers that 
newer competitors could not match. 
They often had to go to her store to 
buy products for resale in their own 
stores.
Government policy—Government 
policy began its decline as a barrier 
to entry in 1978 with the deregula­
tion of the airline industry. Deregu­
lation has since occurred in other 
segments, as free markets have come 
to the fore around the world. Once 
electrical utilities are deregulated, 
then the last bastion of monopoly in 
this country will be the Postal Ser­
vice. Where else but in a monopoly 
can the sole provider raise prices 
while demand fails?
Threat of retaliation by incumbents—  
This occurs rarely, but is a treat to 
watch when it does. Before the 
movie-theater industry fell on hard 
times, Carmike owned a prim e 
movie location in a city in Okla­
homa. The location was in impecca­
ble condition, but remained closed. 
Several times over a four-year period, 
another chain operator announced 
it was opening a new theater in that 
city. Each time, Carmike responded 
by announcing that it, too, would 
open its closed theater. Because tick­
ets, like airline fares, are sensitive to 
even minor changes in the supply- 
demand relationship, the excess sup­
ply that resulted from Carmike’s 
action caused the would-be new 
player to rescind its plan. Carmike 
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would too, and everything would just 
rock along until the next instance. 
The threat of retaliation often occurs 
in industries where the cost structure 
is high fixed, low variable.
Before we leave the subject of bar­
riers to entry, several observations 
are in order. The first is that barriers 
to entry change as m arkets and 
industries change. Sometimes, the 
reason for a given change is beyond 
the control of an individual com­
pany. But, just as surely, an individ­
ual firm can, with savvy and fore­
sight, influence the evolution of 
entry barriers in its favor.
And it better if it is in a highly 
profitable industry or industry 
group. That is because high prof­
itability attracts new players. The 
usual (but not inevitable) result is 
that relative profitability falls due to 
increased competition.
Finally, an existing player in one 
industry can face lower barriers in 
another by virtue of its existing prod­
uct lines or relationships. A good 
example is the action by Philip Mor­
ris in acquiring Miller Brewing, 
Kraft, and General Foods in the sec­
ond half of the last century. New 
brewers or food processors would 
have had a far more difficult time 
than Philip Morris did because of its 
existing distribution channels.
FORCE #2: BARGAINING POWER OF 
SUPPLIES
Supplier groups may have bargain­
ing power over the industry or strate­
gic group to which they sell. That 
bargaining power manifests itself in 
the suppliers’ ability to raise prices, 
reduce quality, or both. In essence, 
what such a supplier group does is to 
appropriate some of the industry’s 
profits to make them its own.
The result is that aggregate prof­
itability in the industry or segment 
will fall. Remember, though: Our 
unit of analysis here is the industry. 
So, despite the fact that an industry’s 
profits may fall, those of a particular 
competitor might not. We need only 
look at Southwest Airlines for an
example of a player whose profits are 
not plummeting, even as its rivals lay 
off tens of thousand of employees, 
cancel flights, and decrease capacity 
in the wake of the accelerating reces­
sion following the atrocities of Sep­
tember 11, 2001.
A supplier group likely has bar­
gaining power if any of the following 
conditions exist:
• It is more concentrated than the 
industry or strategic group to 
which it sells.
• Its products or services have built- 
in switching costs.
• Its products or services are differ­
entiated.
• It can threaten credibly to inte­
grate forward and compete with 
its customers—expand from man­
ufacturing to, say, distribution.
• Its product or service is crucial to 
the industry to which it sells.
• The industry to which it sells is 
not an important customer.
• There are no substitutes for its 
products or services.
FORCE #3: BARGAINING POWER OF 
CUSTOMERS
The bargaining power of customers 
(not consumers) is the converse of 
that of suppliers: Customers can 
force an industry to reduce its prices, 
increase its quality, or both. Again, 
the effect is to reduce aggregate indus­
try profitability.
Customer groups’ increased bar­
gaining power generally stems from 
conditions that are the opposite of 
those for suppliers, plus two other 
conditions: (1) the industry earns 
low profits (which motivates it to bar­
gain hard and search for alterna­
tives), and (2) customers have full 
inform ation (ask any car dealer 
about the effect of the Internet on 
new-car profits.)
FORCE #4: RIVALRY
Rivalry between existing competitors 
may be intense, or it may be pretty 
casual. More often, it’s somewhere in 
between. Rivalry intensifies when a 
com petitor tries to build market
share at the expense of its oppo­
nents. Because in all but the most 
fragmented of industries, there is 
shared dependency among competi­
tors, such an action may end up 
hurting the entire industry or strate­
gic group. Image: two gas stations on 
opposite side of an intersection. One 
cuts price. What does the other do? 
In the passenger airline industry, 
price-cutting generally has the effect 
of leaving all of the airlines worse off. 
And look at the impact of General 
Motors’ 0% financing program on 
struggling Ford.
Certain circumstances intensify 
rivalry. That creates margin pres­
sures for an industry. Such circum­
stances include the following:
• Industry growth is slow or slowing.
• The industry’s cost structure is 
heavily biased towards fixed costs.
• The product or service is perish­
able (hotel rooms, seats on a 
scheduled flight).
• Capacity is added in large incre­
ments (semiconductors, commer­
cial aviation).
• The product has high storage 
costs (auto dealerships).
• There is no differentiation (corn, 
diesel fuel, T-shirts).
• There are no switching costs.
• Exit barriers are high (remember 
how long it took Sears to exit 
from catalogs).
• Rivals have very different views of 
competition (even today, many 
small CPA firms are still trying to 
be all things to all clients; sooner 
or later, the tort bar will solve that 
problem unfortunately).
• Competitors are numerous (that 
is, the industry or group is frag­
mented).
• Rivals have roughly equivalent 
market shares (this occurs in oli­
gopolies in which one player 
decides to cut price).
U nderstanding  the natu re  of
intense competition leads to a key 
conclusion: Price-based competition 
creates instability. Cutting price 
requires no brains, no imagination, 
no guile. It works only for the largest
4
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players, those with enough units of 
output over which to spread their 
fixed costs. For everyone else, com­
peting on the basis of price qualifies 
as self-destructive behavior.
And for a small company, it is 
often lethal. Small-business owners 
often believe that they can ‘beat’ the 
big competitors through ‘lower over­
head.’ Well, they might survive doing 
that, but they’ll never earn even an 
industry-average rate of return. For 
small competitors more than for any­
one else, differentiation is an essen­
tial practice. But we continue to be 
amazed at the number of businesses, 
and CPAs, that fail to recognize that 
basic fact of economic life.
FORCE #5: THREAT OF SUBSTITUTION
The existence of a substitute product 
or service creates pricing havoc for 
an industry by placing a ceiling on 
what it can charge for its output. A 
substitute is not the same product or 
service offered by a com petitor. 
Instead, it is an entirely different 
product or service that meets the 
same need of the customer.
Every tax professional knows the 
pre-eminent substitute of our time:
Turbotax. It encourages otherwise 
sane human beings to believe they 
really can do their own tax returns. 
For any but the simplest returns, 
nothing can be further from the 
truth, of course, as witness the con­
tinuing increase in the percentage of 
taxpayers who get their returns pre­
pared by a professional. At last read­
ing, it was just over 57%! A tax code 
that is over 45,000 pages long is a 
surefire guarantee of annuity 
income for those who can master its 
complexity.
There are other substitutes. They 
include electronic security alarm sys­
tems (vs. security guards), high-fruc­
tose corn syrup (vs. sugar), and 
word-processing software (vs. type­
writers). But Wendy’s isn’t a substi­
tute for McDonald’s anymore than 
Budweiser is a substitute for Coors.
MEASURING INDUSTRY FORCES
As with macroenvironmental forces, 
we include at the end of our industry 
analysis an estimate of where, on a 
scale of 1 (maximally friendly) to 5 
(maximally hostile) with point incre­
ments, we believe the aggregate 
structural forces of the industry or
strategic group lie. We then quantify 
an industry premium based on that 
estimate. In our experience, this pre­
mium falls in the range of plus or 
minus three percentage points.
Remember, unsystematic risk need 
not always increase a discount rate or 
reduce a multiple. In benign circum­
stances, it does just the opposite.
And keep in mind that the closer 
our analysis gets to the company 
being valued, the g reater is the 
potential of threat or opportunity. 
Therefore, because of their proxim­
ity to the company, industry forces 
tend to be more im portant than 
macroenvironmental ones.
Most important is the company 
itself. Before we take on that com­
plex topic, we will deal in our next 
installment with a subject that most 
valuation reports we’ve read ignore: 
competitive analysis. X
Warren D. Miller, MBA, CPA/ABV, CMA, is 
co-founder of Beckmill Research, Lexing­
ton, Virginia; E-mail: wmiller@beckmill.com 
phone: 540-463-6200. He is a member of 
the AICPA Accredited in Business Valua­
tion (ABV) Examination Subcommittee.
INTANGIBLE ASSETS AND GOODWILL 
IN A BUSINESS COMBINATION
S te v e n  D . H y d e n ,  C P A , ASA a n d  M ic h a e l  J . M a r d ,  C P A /A B V , ASA
On June 29, 2001 the Financial 
Accounting Standards Board (FASB) 
voted unanimously to issue two state­
ments the following month: State­
ment of Financial Accounting Stan­
dards (SFAS) No. 141, Business 
Combinations and SFAS No. 142, Good­
will and Other Intangible Assets. These 
statements will have a significant 
impact on accounting for mergers 
and acquisitions, particularly with 
respect to judgm ents concerning 
identifying and valuing intangible 
assets, identifying reporting units and 
allocating assets, liabilities, and good­
will to these units and determining 
their fair value.
SFAS NO. 141, BUSINESS COMBINATIONS
According to SFAS No. 141, a busi­
ness combination occurs when an 
enterprise acquires net assets that 
constitute a business or equity inter­
est of one or m ore enterprises, 
thereby obtaining control. The pur­
chase method of accounting should 
be used to account for all business 
combinations although there are 
limited exceptions. Use of the pool­
ing of interest method is prohibited
immediately. Application of the pur­
chase method requires identification 
of all tangible and intangible assets 
of the acquiring enterprise. Any 
excess of the cost of an acquired 
entity over the net amounts assigned 
to the tangible and intangible assets 
acquired and the liabilities assumed 
will be classified as goodwill.
This regulatory change essentially 
reflects the FASB’s philosophy of 
increased emphasis on balance sheet 
reporting and will bring the U.S. 
accounting standards closer to Gen­
erally Accepted Accounting Princi­
ples (GAAP) as practiced outside the 
U.S.
The definition of intangible assets 
encompasses current and non-cur­
rent assets (not including financial 
instruments) that lack physical sub­
stance. SFAS No. 141 states, “an
5
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acquired intangible asset shall be 
recognized apart from goodwill if 
that asset arises from contractual or 
other legal rights. If an intangible 
asset does not arise from contractual 
or other legal rights, it shall be rec­
ognized apart from goodwill only if it 
is separable. That is, it must be capa­
ble of being separated or divided 
from the acquired enterprise and 
sold, transferred, licensed, rented, or 
exchanged (regardless of whether 
there is an intent to do so). An intan­
gible asset that can not be sold, 
transferred, licensed, ren ted , or 
exchanged individually is still consid­
ered separable if it can be paired 
with a related contract, asset or liabil­
ity and sold, transferred, licensed, 
rented, or exchanged.”
An important exception to the 
individual recognition of intangible 
assets is the value of an assembled 
workforce of at-will employees. Not 
bound by an employment agree­
ment, the fair value of an employee 
group acquired in a business combi­
nation will be recorded as goodwill 
regardless of whether the asset meets 
the criteria for recognition apart 
from goodwill. The sidebar on page 
7 details examples of the acquired 
intangible assets that the FASB 
believes meet the criteria for recog­
nition separate from goodwill.
SFAS No. 141 requires significant 
disclosures about a business combi­
nation and the tangible and intangi­
ble assets acquired. For intangible 
assets subject to amortization, these 
disclosures include:
• The total amount assigned and 
the amount assigned to any major 
intangible asset class.
• The amount of any residual value, 
in total and by major intangible 
asset class.
• The weighted average amortiza­
tion period, in total and by major 
intangible asset class.
For intangible assets not subject to 
am ortization, the total am ount 
assigned and the amount assigned to 
any major intangible asset class must 
be disclosed. For goodwill, disclo­
sures are required  for the total 
amount of acquired goodwill and the 
am ount that is expected to be 
deductible for tax purposes. Further, 
the amount of goodwill allocated by 
reporting  segm ent (pursuant to 
SFAS No. 131, Disclosures about Seg­
ments of Enterprise and Related Informa­
tion), should also be disclosed. There 
are many other requirements for dis­
closure, which are discussed later in 
this article. The appraiser is urged to 
work closely with the auditor in 
defining the scope of the appraisal to 
ensure all the elements of disclosure 
are included.
SFAS NO. 142, GOODWILL AND 
INTANGIBLE ASSETS
SFAS No. 142 will apply to all 
acquired intangible assets whether 
acquired singly, as part of a group, 
or in a business combination. The 
statement prohibits the amortization 
of goodwill. Rather, goodwill should 
be tested for impairm ent at least 
annually at the reporting  level. 
Although the FASB has an outstand­
ing statement on impairment (FASB 
SFAS No. 121, Accounting for the 
Impairment or Disposal of Long-lived 
Assets), goodwill will be tested for 
impairment according to the guide­
lines in SFAS No. 142.
All goodwill repo rted  on the 
financial statements of a subsidiary 
should be tested for impairment by 
the subsidiary as if it were a stand­
alone entity. A reporting unit is the 
same as an operating segment (see 
SFAS No. 131, Disclosures about Seg­
ments of an Enterprise and Related Infor­
mation) or one level below an operat­
ing segment (called a component). 
A component of an operating seg­
ment is a reporting unit if the com­
ponent constitutes a business for 
which discrete financial information 
is available and segment manage­
ment regularly reviews the operating 
results of that component. Goodwill 
is to be determined and allocated at 
the component level. Entities that 
are not required to report segment 
inform ation in accordance with
SFAS No. 131 are nevertheless 
required to test goodwill for impair­
ment at the reporting unit level.
All acquired goodwill should be 
assigned to reporting units. This will 
critically depend on the assignment 
of other acquired assets and assumed 
liabilities. These assets and liabilities 
will be assigned to reporting units 
based on the following criteria:
• The asset will be employed in or 
the liability relates to the opera­
tions of a reporting unit.
• The asset or liability will be con­
sidered in determining the fair 
value of the reporting unit. 
Goodwill is defined as the excess
of cost over the assets acquired and 
liabilities tendered or assumed. The 
determination of the assignment to a 
reporting unit is contingent on the 
expected benefits from the synergies 
of the combination. This is required 
even though other assets or liabilities 
of the acquired entity may not be 
assigned to that reporting unit. A rel­
ative fair value allocation approach 
similar to that used when a portion 
of a reporting unit is disposed of (see 
SFAS No. 121) should be used to 
determine how goodwill is to be allo­
cated when an entity reorganizes its 
reporting structure in a manner that 
changes the composition of one or 
more of its reporting units. Other­
wise, SFAS No. 121 should not be fol­
lowed. Rather, goodwill should be 
tested for impairment annually.
The fair value measurement can 
be performed at any time during the 
fiscal year as long as the measure­
ment data are consistently used from 
year to year. Although different mea­
surement dates can be used for dif­
ferent reporting units, whichever 
date is selected for a subject report­
ing unit should be consistent from 
year to year. A detailed determina­
tion of the fair value of a reporting 
unit may be carried forward from 
one year to the next if all of the fol­
lowing criteria have been met:
• The assets and liabilities compris­
ing the reporting unit have not 
changed significantly since the
6
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most recent fair value determina­
tion.
• The most recent fair value deter­
mination results in an amount 
that exceeds the carrying amount 
of the reporting unit by a substan­
tial margin.
• Based on an analysis of events, it is 
determined that the possibility is 
remote that a fair value determi­
nation will be less than the cur­
ren t carrying am ount of the 
reporting unit.
Goodwill of a reporting unit 
should be tested for impairment on 
an interim basis if events occur that 
would more likely than not reduce the 
fair value of a reporting unit below its 
carrying value. Such events include 
changes in business climate or mar­
ket, a legal issue, action by regulators, 
loss of key personnel, and so forth.
GOODWILL IMPAIRMENT TEST
Goodwill should be tested for 
im pairm ent using a two-step 
approach. The first step compares 
the fair value of a reporting unit to 
its carrying amount, including good­
will. If the fair value exceeds the car­
rying amount, goodwill is not consid­
ered impaired. On the other hand, if 
the fair value is less than the carrying 
amount, comparison must be made 
of the implied fair value of goodwill 
with the carrying am ount. The 
excess of the carrying amount over 
the implied fair value would be con­
sidered an impairment loss.
The implied fair value of goodwill 
should be calculated in the same 
manner that goodwill is calculated in 
a business combination. The entity 
should allocate the fair value of the 
reporting unit to all the assets and 
liabilities of that unit including any 
unrecognized intangible assets as if 
the reporting  un it had been 
acquired in a business combination 
and the fair value of the reporting 
unit was the purchase price. The 
excess of the purchase price over the 
amounts assigned to assets and liabil­
ities would be the implied fair value 
of goodwill.
Illustrative Examples: Intangible Assets That Meet the Criteria 
for Recognition Separately from Goodwill
The following are illustrative examples of intangible assets that, if acquired in a 
business combination, generally would meet the criteria for recognition as an 
asset separately from goodwill. The determination of whether a specific identifi­
able intangible asset acquired meets the GAAP criteria for recognition sepa­
rately from goodwill should be based on facts and circumstances of each indi­
vidual business combination.
Intangible assets that would 
generally be recognized 
separately from goodwill 
because they meet the 
contractual-legal criterion.
Intangible assets that do 
not arise from contractual or 
other legal rights, but 
should nonetheless be 
recognized separately from 
goodwill because they meet 
the separability criterion.
Marketing-related • Trademarks, trade names 
intangible assets . Service marks, collective marks,
certification marks
• Trade dress (unique color, shape 
or package design)
• Newspaper mastheads
• Non-competition agreements
Customer-related • Order or production backlog 
intangible assets .  Customer contracts and related
customer relationships
• Customer lists
• Noncontractual customer 
relationships
Artistic-related • Plays, operas and ballets 
intangible assets .  Books, magazines, newspapers
and other literary works
• Musical works such as 
compositions, song lyrics, 
advertising jingles
• Pictures and photographs
• Video and audiovisual material, 
including motion pictures, music 
videos, and television programs
Contract-based • Licensing, royalty, standstill 
intangible assets agreements
• Advertising, construction, management, 
service or supply contracts
• Lease agreements
• Construction permits
• Franchise agreements
• Operating and broadcast rights
• Use rights such as landing, drilling, 
water, air, mineral, timber cutting, 
route authorities and so forth
• Servicing contracts such as 
mortgage servicing contracts
• Employment contracts
Technology-based • Patented technology • Unpatented technology
intangible assets . Computer software and mask
works
• Internet domain names
• Databases, including title plants
• Trade secrets including secret 
formulas, processes, recipes
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FAIR VALUE MEASUREMENTS
The fair value of an asset (or liability) 
as stated by the FASB is as follows:
The fair value of an asset (or liabil­
ity) is the amount at which that asset 
(or liability) could be bought (or 
incurred) or sold (or settled) in a cur­
rent transaction between willing par­
ties; that is, other than in a forced or 
liquidation sale.
According to the FASB, the fair 
value of a reporting unit refers to 
the amount at which the unit as a 
whole could be bought or sold in a 
current transaction between willing 
parties. Quoted market prices in 
active markets are considered the 
best evidence of fair value and 
should be used as the basis for the 
m easurem ent, if available. How­
ever, the market price of an individ­
ual share of stock (and thus the 
market capitalization of a reporting 
un it with publicly traded stock) 
may not be representative of the 
fair value of the reporting unit as a 
whole. Therefore, the quoted mar­
ket price of an individual share of 
stock need not be the sole measure­
m ent basis of the fair value of a 
reporting unit. If a quoted market 
price of the shares of a reporting 
unit is not available, the estimate of 
fair value should be based on the 
best information available, includ­
ing prices for similar assets and lia­
bilities and the results of other valu­
ation  techn iques. A valuation 
technique based on multiples of 
earnings, revenues, or a similar per­
formance measure may be used to 
estimate the fair value of a report­
ing unit if that technique is consis­
tent with the objective of measur­
ing fair value.
Use of multiples of earnings or 
revenues in determ ining the fair 
value of a reporting unit may be 
appropriate, for example, when the 
fair value of an entity that has com­
parable operations and economic 
characteristics is observable and the 
relevant multiples of a comparable 
entity are known. Conversely, use of
multiples would be inappropriate 
in situations in which the opera­
tions or activities of an entity for 
which the multiples are known are 
not of a comparable nature, scope, 
or size as the reporting unit for 
which fair value is being estimated.
A p resen t value techn ique is 
often the best available technique 
with which to estim ate the fair 
value of a group of assets (such as a 
reporting unit). If a present value 
technique is used to measure fair 
value, estimates of future cash flows 
used in that technique should be 
consistent with the objective of 
measuring fair value. Those cash 
flow estimates should incorporate 
assumptions that marketplace par­
ticipants would use in their esti­
mates of fair value whenever that 
inform ation is available without 
undue cost and effort. Otherwise 
an entity may use its own assump­
tions.
These cash flow estimates should 
be based on reasonable and sup­
portable assumptions and should 
consider all available evidence. The 
weight given to the evidence should 
be commensurate with the extent 
to which the evidence can be veri­
fied objectively. If a range is esti­
mated for the amounts or timing of 
possible cash flows, the likelihood 
of possible outcom es should be 
considered (see FASB Concepts 
Statement 7, Using Cash Flow Infor­
mation and Present Value in Account­
ing Measurements).
IMPAIRMENT OF INTANGIBLE ASSETS 
OTHER THAN GOODWILL
A recognized  in tang ib le  asset 
should be amortized over its useful 
life and reviewed for impairment in 
accordance with SFAS No. 121. If 
an impairment test of goodwill and 
any other asset occurs at the same 
tim e, the o ther asset should be 
tested for im pairm ent first. The 
impairment test for goodwill would 
thus be done after all other impair­
ments have been recorded.
Residual value should factor into
de te rm in in g  the am ount of an 
intangible asset to be amortized. 
Residual value is defined as the esti­
mated fair value of an intangible 
asset at the end of its useful life to 
an entity less any disposal costs. A 
recognized intangible asset with an 
indefinite useful life should not be 
am ortized until its life is d e te r­
mined to be no longer indefinite. If 
no legal, regulatory, contractual, 
competitive, economic, or other 
factors limit the useful life of an 
intangible asset, the useful life of 
that asset should not be considered 
indefin ite . The term  indefin ite  
does not mean infinite. A recog­
nized intangible asset that is not 
am ortized should be tested  for 
im pairm ent annually and on an 
interim basis if an event of circum­
stance occurs between annual tests 
indicating that the asset might be 
impaired.
DISCLOSURES
The appraiser must be aware of sig­
nificant disclosures related to intangi­
ble assets and goodwill that are 
required of the auditors. For intangi­
ble assets subject to amortization, the 
disclosures will include the following:
• The total amount assigned and 
the amount assigned to any major 
intangible assets class.
• The am ount of any significant 
residual value, in total and by 
major intangible assets class.
• The weighted average amortiza­
tion period, in total and by major 
intangible assets class.
For intangible assets not subject 
to amortization, the total amount 
assigned and the amount assigned to 
any major intangible assets class 
must be disclosed. F urther the 
am ount of purchased in-process 
research and development assets 
acquired and w ritten-off in the 
period and the line item in the 
incom e statem ent in which the 
amount is written off or aggregated 
must be disclosed.
For each period for which a state­
m ent of financial position is pre­
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sented (that is each subsequent 
period to the acquisition), disclo­
sure should include the following:
• The total gross carrying amount 
and accumulated amortization 
by m ajor class for in tangib le  
assets subject to amortization.
• Total amortization expense for 
the period.
• The aggregate am ortization  
expense for each of the five suc­
ceeding fiscal years presented.
For intangible assets not subject
to amortization, the total carrying 
amount and the carrying amount 
for each major intangible assets 
class must be disclosed, as well as 
the changes in the carrying amount 
of goodwill du ring  the period  
including the following:
• The aggregate amount of good­
will acquired.
• The aggregate am oun t of 
impairment loss recognized.
• The am oun t of goodwill 
included in the gain or loss on 
disposal of all or a portion of a 
reporting unit.
D isclosure is m ore involved 
when an impairment loss is recog­
nized. In such a situation for good­
will, disclosure is required as fol­
lows:
• A description of the facts and 
circum stances leading to the 
impairment.
• The amount of the impairment 
loss and the m ethod of deter­
mining the fair value of the asso­
ciated reporting unit (whether 
based on quoted market prices, 
prices of comparable businesses, 
or a present value or other valua­
tion technique).
• If a recognized impairment loss 
is an estimate that has not yet 
been finalized, that fact and the 
reasons for it should  be dis­
closed. Further, in subsequent 
periods, the nature and amounts 
of any significant adjustments 
made to the initial estimate of 
the impairment loss must be dis­
closed.
For intangible assets other than
goodwill, includ ing  in tang ib le  
assets not subject to amortization, 
SFAS No. 121 must be followed.
TRANSITIONAL ASSESSMENT
At the date SFAS No. 142 is applied 
initially, an entity should establish 
its reporting units using its current 
reporting structure and the report­
ing unit guidance from the state­
m ent. Recognized n e t assets, 
excluding  goodwill, should  be 
assigned to those reporting units. 
Recognized assets and liabilities 
that do not relate to a reporting 
unit, such as an environmental lia­
bility for an operation previously 
disposed of, need not be assigned 
to a reporting unit. All goodwill 
recognized in an entity’s statement 
of financial position  should  be 
assigned to one or more reporting 
units based on a reasonable and 
supportable analysis. Goodwill in 
each rep o rtin g  u n it should  be 
tested for im pairm ent as of the 
beg inn ing  of the fiscal year in 
which SFAS No. 142 is initially 
applied in its entirety. The amounts 
used in the transitional goodwill 
im pairm ent test should be mea­
sured at the beginning of the year 
of initial application and the first 
step of the impairment test should 
be completed within six months of 
adop tion . F u rther, if events or 
changes in circumstances indicate 
the goodwill of a reporting unit 
might be impaired before comple­
tion of the transitional impairment 
test, goodwill should be tested for 
impairment when the impairment 
indicator arises.
In addition to the transitional 
goodwill impairment test, an entity 
should  perfo rm  the req u ired  
annual goodwill impairment test in 
the year of adoption of the state­
m ent. T hat is, the tran sitiona l 
goodwill impairment test may not 
be considered  the first y ear’s 
annual test unless an entity desig­
nates the beginning of its fiscal year 
as of the date for its annual impair­
ment test.
FASB'S NEW PROJECT
SFAS Nos. 141 and 142 will signifi­
cantly alter the measurement and 
rep o rtin g  of in tang ib le  assets. 
Approximately $6 of reported mar­
ket value is supported  by $1 of 
recorded tangible assets. The $5 
spread must now be identified, at 
least for externally acquired intan­
gibles. F u rther, the  FASB has 
recently announced a new project 
in which it will consider the possi­
bility of requiring the measurement 
and reporting of internally gener­
ated intangible assets and goodwill.
It is imperative for the valuer to 
recognize that services pursuant to 
SFAS Nos. 141 and 142 (and 144) 
are audit services, which use valua­
tion techniques. Fair value per the 
statements is not fair market value 
as the term has heretofore been 
understood by valuers. “Fair value” 
work papers should in the future be 
part of the audit file; the valuer will 
have to work more closely than ever 
with the auditor. The adoption of 
SFAS Nos. 141 and 142 will provide 
new markets for the valuer to show­
case advanced tra in in g  and 
methodology, but the audit per­
spective will provide the overriding 
framework. X
Michael J. Mard, CPA/ABV, ASA, is man­
aging director of The Financial Valuation 
Group in Tampa and was founding presi­
dent of The Financial Consulting Group, LC, 
a national group of independent financial 
advisory service firms. E-mail: mmard@ 
fvginternational.com . Steven D. Hyden, 
CPA, ASA, is president of Hyden Capital, 
Inc. and chief financial officer of The Finan­
cial Valuation Group in Tampa. E-mail: shy- 
den@fvginternational.com.
Two Sites for CPA Experts
VISITWWW.CPA2BIZ.COM
And click on “Business Valuation 
Center.” Or click on “Forums,” then 
click on “Litigation Services,” to 
reach this newly established forum.
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EXPERT O pinion
UNREASONABLE COMPENSATION IN 
A PROFESSIONAL CORPORATION
Pediatric Surgical Associates: Judge Halpern Strikes Back
M a r k  O . D ie t r ic h ,  C P A /A B V
The following article is an abridged ver­
sion of a longer article posted by the 
author to his website: www.cpa.net. In the 
full version, he offers more details of this 
case at hand as well as related cases, and 
he highlights additional issues raised in 
this case. Mark O. Dietrich, CPA/ABV, is 
author of Medical Practice Valuation 
Guidebook—2000/2001, Including 
Comprehensive Financial Analysis 
and the Influence of Managed Care 
(San Diego: Windsor Professional Infor­
mation, LLC, 2001).
Professional services firms may need 
to reevaluate their compensation 
schemes. If Tax Court Memo 2001- 
81 Pediatric Surgical Associates v. Com­
missioner (April 2) is considered 
precedent, then many compensation 
arrangements may be at risk for chal­
lenge by the IRS. Only a few cases 
have addressed the issue in this case: 
unreasonable compensation in pro­
fessional firms.
Pediatric Surgical Associates is a 
Texas corporation. At the time of the 
tax audit, it employed four stockhold­
ers as surgeons (one who retired in 
the second audit year), in addition to 
two employee-surgeons. The initial 
deficiency notice disallowed $598,710 
(46%) of the $1,300,231 paid stock­
holders resulting in a balance due of 
$206,455 plus 20% §6662 penalty for 
calendar 1994. For 1995, $805,469 
(53%) of the $1,528,125 paid stock­
holders was disallowed resulting in a 
balance of $287,606 due plus 20% 
§6662 penalty. The IRS later 
amended its disallowance to $140,766 
and $19,450 respectively. The Court 
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ultimately disallowed $61,234 and 
$9,037 respectively. The average 
stockholder salary in each of these 
years was $325,058 and $382,031, 
respectively, certainly not anything 
extraordinary for pediatric surgeons 
with the subjects’ level of productivity.
The physicians were each paid a 
m onthly salary of $16,500 per 
m onth, plus periodic bonuses. 
Notable in the court’s view was the 
fact that two of the four stockholders 
had countywide noncompete clauses 
in their employment contracts con­
tain ing a penalty of $5,000 per 
month for 96 months.
The nonshareholder physicians 
had two-year employment contracts 
with fixed salaries of $12,000 or 
$12,500 per m onth, w ithout 
bonuses. They had similar noncom­
pete provisions with terms of 36 to 
96 months and monthly penalties of 
$6,000 to $8,000.
The court reviewed individual sur­
geon productivity for each year, find­
ing “no reliable records of collec­
tions” for 1994. The 1995 data 
appeared as follows (Dr. Ellis was 
apparently  part-tim e and then 
retired). Note that the two employee 
physicians generated very little of the 
collections:
Collections Salary
Ellis $351 ,121 $172,896
Mann 519,396 452,969
Miller 772,752 450,485
Black 592.821 451.775
Subtotal 2,236,090 1 .528.125
Vaughan 125,467 76.061
Snyder 4.339 0
Total $2 ,365 ,896 $1,604 ,186
The court also noted in its opin­
ion that (predictably) “The peti­
tioner has never declared a divi­
dend.”
INTERNAL REVENUE SERVICE'S POSITION
The IRS argued in its brief that 
“.. .the petitioner is entitled to deduct 
as wages the actual collections of the 
shareholder-employees, less their 
share of the petitioner’s expenses.” 
These expenses were apparently 
directly allocated where applicable, 
such as payroll taxes or individual 
fringe benefits and then overhead 
items were equally allocated.
TAXPAYER'S POSITION
Physicians’ counsel relied heavily on 
the fact that all payments to stock­
holders were treated as wages and 
reported on W-2s. Judge Halpern 
referred to the following statement 
from the physicians’ counsel as “Peti­
tioner’s principal argument”(!): “In 
the instant case, the payments made 
to the shareholder surgeons were 
clearly compensation for services 
rendered and not disguised divi­
dends. Petitioner issued W-2 forms 
to its shareholder surgeons and that 
income was duly reported on the 
su rgeon’s personal incom e tax 
returns. Moreover, the salary pay­
ments were properly deducted as 
such on Petitioner’s tax returns.” 
The court noted that elsewhere the 
regulations under §1.162 state that 
“Any amount paid in the form of 
compensation, but not in fact as the 
purchase price of services, is not 
deductible.” Petitioner also argued 
that the amounts were “reasonable” 
because they received less than their 
gross collections. Judge Halpern did 
not find this argument persuasive.
ISSUE FOR DECISION
Curiously enough, Judge Halpern 
wrote: “We do not believe, however, 
that whether the return amounts 
were reasonable in amount is actu­
ally in question. The question 
fram ed by the p a rties’ briefs is 
w hether the rem aining amounts
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[i.e., the disallowed amounts in ques­
tion] were paid to the shareholder 
surgeons purely for their services.” 
(Emphasis added) This is an interest­
ing and subtle distinction.
Only two possibilities explain this 
case’s outcome: a seriously deficient 
presentation by counsel for the tax­
payers, or an inexplicable decision by 
the Judge. Cases must, of course, be 
decided upon the record, and Judge 
Halpern indicates at several points 
that the record lacks certain informa­
tion he would have liked to have.
The IRS’s position presented in 
the original Revenue Agent’s Report 
was preposterous on its face, and 
one wonders what the Appeals Con­
ference that must have preceded the 
trial was like. As noted above, by the 
time of trial, IRS had conceded 
nearly $1,250,000 of its original 
$1,400,000 proposed disallowance.
QUANTITATIVE APPROACH
The Court ultimately accepted, with 
modification, the IRS’s position that 
the deductible compensation paid to 
the shareholders was limited to their 
individual receipts less their allocable 
share of corporate expenses. Do we now 
have an obiter dictum version of an 
acceptable compensation plan?
In computing the disallowance, 
another problem for the Judge was 
the lack of data for 1994. The IRS’s 
position at trial was that the dividend 
received by the shareholders was equal to 
the profit on the nonshareholders. To 
determ ine this profit, it was, of 
course, necessary to know both 
receipts and expenditures allocable 
to those nonshareholders. In the 
absence of data on those collections, 
the IRS maintained that the non­
shareholders’ collections should be 
equal to net billings ($245,597), 
which appears to be defined as the 
amount expected to be collected from 
insurers. This is a patently ridiculous 
position, as anyone familiar with 
medical billing would know, and par­
ticularly so in light of the fact that 
the nonshareholder physician (Dr. 
Snyder) worked for the taxpayer for
only one-half of the year. The tax­
payer’s accountant submitted an 
exhibit that claimed the receipts 
were $146,837, but the court stated 
this was not “supported by the evi­
dence.” Ultimately, the court used 
$171,918 in its calculations. Given 
that this taxable year generated  
almost all of the adverse result for 
the taxpayer, better data might have 
carried the day.
As to expenses, “Both parties’ 
allocations of expenses to Dr. Sny­
der’s collections for 1994 and Dr. 
Vaughan’s collections for 1995 con­
sist of the salary paid to each plus 
one-tenth (one-fifth for the one-half 
of the audit year during which each 
was employed) of other expenses 
considered equally apportionable to 
the five surgeons during each year.” 
There was a dispute as to whether 
certain of the expenses were at all 
allocable to Drs. Snyder and 
Vaughan. “We accept respondent’s 
[IRS’] proposed allocation of 
expenses as reasonable with the fol­
lowing additional allocations: There 
should be a pro-rata (one-tenth) 
allocation of rent, repair and mainte­
nance expenses, depreciation of 
office equipment (other than share­
holder autom obiles), telephone 
expenses, and equipm ent lease 
expenses to the nonshareholder sur­
geons’ collections.” This indicates 
that the IRS had not allocated any of 
these expenses against the nonshare­
holders; another ludicrous premise 
in a case that seems filled with them.
As best as could be determined
from the opinion, 1995 expenses are 
as follows:
Salaries $273,524
Repairs 8,930
Rents 57,954
Taxes 64,176
Interest 174
Contributions 5,480
Depreciation 27,592
Pension 134,917
Other 268.867
Subtotal 841,614
Officers salary 1 .528.125
Total Expense $2,369 ,739
The final result appears as follows:
1994________ 1995
Collections $171 ,918 $129 ,806
Expenses 110 ,684 1 2 0 ,769
Profit__________$61,234 $9 ,037
My analysis of 1995 indicates that 
the IRS must have excluded all of the 
pension contribution and most of the 
“other expenses” from the computa­
tion, including insurance (for exam­
ple, health and malpractice), which 
the opinion notes totaled $113,889. 
In fact, it appears that more than 
$187,000 of “other expenses” was 
excluded from the IRS’s computa­
tion, and for the most part from the 
court’s. I was unable to generate a 
rational scenario in which there was a 
profit in 1995 on the nonshare­
holder. In fact, there appeared to be 
a loss in every conceivable circum­
stance. Based upon the court’s com­
putation of receipts of $129,806 and a 
salary to Dr. Vaughan of $76,061 plus 
the fringe benefits required such as 
FICA, unemployment tax, workmen’s 
compensation, health and malprac­
tice insurance to name a few, a profit 
seems unimaginable.
LEGAL APPROACH
Judge Halpern called attention to 
the corporate balance sheet, and dis­
cussed likely “nonbalance-sheet” 
assets including “...both the share­
holder and nonshareholder employ­
ment contracts, petitioner’s arrange­
ment with the hospital to provide 
on-call services in the hospital’s 
emergency room, and the goodwill 
that petitioner undoubtedly built up 
during its almost 20 years in business 
in the Fort Worth area.” He goes on 
to say “Together, the balance-sheet 
and nonbalance-sheet assets account 
for the in-excess-of $2 million in 
gross receipts that pe titioner 
reported for each of the audit years.” 
This seems to indicate that the Judge 
based his decision at least in part on 
a “return on assets” approach.
It seems as though the noncom­
petes of the two jun ior physician 
shareholders and the employee-
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physicians were corporate assets. 
U nfortunately, this ignores the 
almost certain fact that the senior 
shareholders, who did not have non­
competes, possessed the bulk of the 
personal goodwill and had not 
assigned it to the corporation. In the 
real world of medical practice, it is 
the personal reputation and skill of a 
surgeon that generates referrals, not 
the existence of a corporation or an 
employment contract.
The Court mentions an “arrange­
m ent” with the hospital for emer­
gency room services. If this agree­
m ent was in writing, it may have 
contained significant information as 
to the import of the particular indi­
viduals covering the em ergency 
room and highlighted the personal 
goodwill argument. A wiser analysis 
pre-trial by p e titio n e r’s counsel 
might have addressed these issues in 
the brief.
Perhaps the taxpayer would have
won what appears to be an easily 
winnable case had the brief focused 
on statistical evidence of reasonable 
compensation. Surely, if one is to 
retain surgeons of exceptional cal­
iber, one will need to compensate 
them at salaries comparable to simi­
lar individuals. No evidence was 
apparent in the opinion that a com­
parable pay analysis was submitted, 
generally the most important test for 
reasonable compensation. Further, 
there is no mention of what adminis­
trative responsibilities the share­
holder surgeons must have had, 
although the Judge noted specifi­
cally that the nonshareholders did 
not have any such responsibilities.
CONCLUSION
Bad presentations make for bad 
decisions. Given the dearth of cases 
on this topic and the implications for 
professional practices in general, this 
case is likely to be given far more
weight than the written opinion indi­
cates it deserves. If it is to be consid­
ered preceden t, then CPA, law, 
architectural, consulting, and a host 
of other firms need to reevaluate 
their compensation schemes imme­
diately. S corporations (in particu­
lar) and LLCs taxed as partnerships 
look extremely attractive in such an 
environment.
Finally, the most worrisome aspect 
of the decision is Judge Halpern’s 
making his decision on this issue: 
‘‘The question framed by the parties’ 
briefs is w hether the rem aining 
am ounts [that is the disallowed 
amounts in question] were paid to 
the shareholder surgeons purely for 
their services.” This would appear to 
expose any compensation arrange­
ment not supported by a quantitative 
methodology to challenge. X
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